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Abstract: The monetary policy in the pre-reform era could be described, as policy of ‘controlled expansion 
in money supply’. Indian monetary policy in pre-reform period was a medium of control over the economy. 
There was no free competition in money market. For the effectiveness of monetary control bank rate, CRR 
and SLR were maintained at high levels. Hike in these rates was a result of restrictive monetary policy 
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 The Central bank uses different 
instruments to affect the targets to achieve the 
goals of monetary policy through its indicators. 
The relationship among the above variables is 
demonstrated by the following sequence:  
Instruments        indicators          target            goals  
 To achieve the goals of monetary policy 
i.e. maximum feasible output, high rate of growth, 
full employment, price stability (or optimal rate of 
inflation), greater equality in the distribution of 
income and wealth and healthy balance in balance 
of payments, the Reserve Bank of India targets the 
money supply, bank credit and interest rates to 
affect the indicators i.e. high- powered money, 
money supply, bank credit and interest rates 
through the instruments i.e. open market 
operations, variation in reserve requirements, bank 
rate, statutory liquidity ratio and selective credit 
controls.  
 In pre-reform period the pattern of use of 
different instruments of monetary policy, by the 
Reserve Bank of India, was as following:  
Bank Rate 
 Since November 1935, when the RBI 
itself had only been in existence for a few months, 
till November 15, 1951, the bank rate had stayed, 
seemingly unshakeable at 3% which soon became a 
symbol of ‘Cheap Money’. Because in 1949, the 
monetary policy was based on the assumption that 
a cheap money policy could ensure economic 
development. Moreover the role of the RBI was 
restricted to the matters of public debt management 
and note issue.
1
 
 But the 1950s were the years of 
substantial price fluctuations in India. The outbreak 
of Korean War in June, 1950 sparked off inflation 
worldwide and India was no exception. The 
wholesale prices index in India (base 1939=100) 
rose from 397.1 in June 1950 to 449.6 by the end of 
March 1951. The first FYP which was then getting 
underway heightened the RBI’s concern about 
latent inflation and the resulting distortion in the 
allocation of resources. The balance of payment 
deficit, widening since the second quarter of 1951, 
was another worrying factor.  
 In the absence of active bill market the 
bank rate was the interest rate that RBI charged on 
its advances to scheduled Banks. Until early 1950s 
the Imperial Bank of India too, was a major source 
of accommodation of scheduled banks and the 
RBI’s bank rate was of relatively little practiced 
use as an instrument of monetary policy so long as 
the former’s call rate on advances was the lower of 
the two. The imperial Bank’s Hindi (indigenous 
bill) rate, stationary at 3% since November 1935, 
was raised to 3.5% in January 1949 and to 4% in 
January 1950. During the 1950-51 busy seasons the 
Imperial Bank also raised its call rate for advances. 
The general hardening of Imperial Bank’s lending 
rates accomodation and helped in revive the bank 
rate from its earlier dormant state. The RBI put up 
its lending rate from 3.0% to 3.5% on November 
14, 1951, with a view to checking on undue 
expansion of bank credit. The Imperial Bank 
responded by raising its discount rate for hundis 
from 4% to 4.5% and its general rate on advances 
to 4%. Other scheduled banks although raised their 
deposit and lending rates by upto half a percentage 
point. The November 1951 decision thus marked 
the end of a lengthy period during which the bank 
followed a passive interest rate policy. The bank 
rate stayed at 3.5% until 1957 and further raised to 
4% on May 16, 1957. But the restrictive effect of 
the higher bank rate did not prove to be very 
significant in checking the inflationary forces 
induced by the Government during the second plan 
period.  
 As an anti-inflationary device of the 
controlled expansion programme of the monetary 
policy, in October 1960, the RBI introduced a 
system of slabs in interest rates. The borrowing of 
member banks from the RBI were regulated by 
means of three tier structure of rates (1) Up to a 
specified quota for each quarter, equal to half the 
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average amount of the statutory reserve which a 
member bank was require to maintain with the RBI 
during the previous quarter, the bank could borrow 
from the RBI at 4% bank rate; (2) The excess of 
borrowing up to 200% of the quota was to be 
charged 5% interest; and (3) Further borrowings 
were to be charged 6% interest rate. The system 
was further revised in July 1962, by changing it 
from three tier to four-tier structure of interest 
rates. As such, in the third slab, between 200% and 
400% of the quota was charged a 6% interest, and 
the excess of borrowing charged at 6.5%.  
 In September 1964, the bank rate was 
further raised to 5% and the system (of quota-cum-
slab) ratio system. Under the new system, the rate 
charged by the RBI on the bank borrowing varies 
with the net liquidity position which is defined as a 
ratio of net liquid assets to aggregate demand and 
time deposits. In February 1965, the bank rate was 
further raised to 6%. In March 1968, the bank rate 
was revised downwards to 5% in the context of the 
recessionary trends observed in some of the 
important sectors of industry.
2 
 This greater freedom of interest rate policy 
was partly secured by modifying banks liquidity 
requirements and the bank’s accommodation 
regime to promote the market for government 
securities.  
 As a part of restrictive credit policy the 
bank rate was raised from 5% to 6% in 1971 in 
order to restrain the credit expansion and assist in 
the mobilization of deposits. It was again raised to 
7% in May 1973 as a part of package of measures 
to counter act the situation caused by a falling trend 
in the growth of industrial production and price-rise 
of a number of important agricultural commodities. 
This was further raised to 9% in July 1974 to 
induct an element of discipline in the use of bank 
credit. Thus RBI adopted dearer money policy. 
Bank rate further raised to 10% from July 12, 1981. 
Again it was raised to 11% in July 1991 and 12% 
in October 1991.
3 
Table – 1  
Bank Rate in Pre-reform Period  
S.No. Date  Bank Rate (%)  
1. July 04, 1935 3.5 
2. November 28, 1935 3.0 
3. November 15, 1951 3.5 
4. May 16, 1957 4.0 
5. January 03, 1963 4.5 
6. September 26, 1964 5.0 
7. February 17, 1965 6.0 
8. March 02, 1968 5.0 
9. January 09, 1971 6.0 
10. May 31, 1973 7.0 
11. July 23, 1974 9.0 
12. July 12, 1984 10.0 
13. July 04, 1991 11.0 
14. October 09, 1991 12.0 
Source : RBI Occasional papers, Vol. 18, Nos. 2 & 
3 Special issue (June & September), 1997, p. 262. 
Variable Reserve Ratios 
 Under section 42(1) of the RBI Act, 
scheduled bank were required to maintain with the 
RBI at the close of business on any day, a 
minimum cash reserve of 5% of their demand 
liabilities. The legal reserves to be maintained with 
the RBI amounted to only a small portion of the 
total cash reserves and the banks can create more 
credit easily. It becomes necessary during the 
period of the second FYP to give the RBI, the 
power of varying the reserve ratios as it was felt 
that the capacity of the banking system to create 
credit would be considerably increased. Therefore, 
the RBI, Act was amended in October, 1956 
empowering the RBI to vary the minimum reserves 
between 5% and 20% of the bank’s demand 
liabilities and between 2% and 8% of their time 
liabilities in India. Incidentally, since October, 
1956 the minimum reserve was related to the 
average daily balance of banks with the Reserve 
Bank, i.e. the average of the balance held at the 
close of business on each day of the week, i.e., 
Saturday to Friday. In 1962 the Act was further 
amended by which the reserve requirements, were 
fixed uniformly at 3% of the bank’s total demand 
and time liabilities in India, thus removing the 
distinction between the demand and time liabilities 
for the purpose of reserve requirements.
4
 
Cash Reserve Ratio (CRR)  
 Under the RBI Act, 1934, every 
commercial bank has to keep certain minimum 
cash reserves with RBI. Since the establishment of 
RBI till 1956, the commercial banks were require 
to keep 2% of their time deposits and 5% of their 
demand deposits with the RBI in the form of 
reserves. Thus this tool of monetary policy was not 
used for more than 20 years in India. With the RBI 
Amendment Act, 1956. the RBI was empowered to 
raise the time deposits of commercial banks from 2 
to 8% and the demand deposits from 5 to 20%. By 
the RBI Amendment Act. 1962, the distinction 
between time and demand deposits was abolished 
and the provision was made to keep the CRR 
between 3 to 15%.  
 The Central Bank did not use the power to 
vary the CRR of banks during sixties but in 1972-
73 and 1973-74 the CRR was actively deployed in 
conjunction with other measures to curtail lendable 
resources of banks in a period of inflation. On June 
29, 1973 the ratio was raised from 3% to 5% (to be 
inforce for a period of one year ending June 28, 
1974) and hiked further by 2% in two stages, i.e. 
5% to 6% on September 8, 1973 and 6% to 7% on 
September 22, 1973. Later with the objective of 
providing more lendable reserves to banks, the 
CRR was reduced in December 1974 to 4% in two 
stages of 5% each, with effect from December 14 
and 28, 1974. In a situation of considerable 
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liquidity in the money market, brought about, 
among other reasons, by fast acceleration to the 
deposit resources of banks and of strong 
expansionary trend in bank credit to the 
commercial sector and pressure on prices, the RBI 
increased the CRR on September 4, 1976 to 5% 
and again on November 13, 1976 to 6%. The CRR 
remained at the level of 6% till July 1981. The 
subsequent period witnessed the use of the cash 
reserve requirements in an active but flexible 
manner, to slow down the pace of monetary 
expansion by reducing the growth of primary 
liquidity.
5
 
 In the first instance, the CRR was raised 
from 6 to 7% in two equal installments (i.e., from 
July 31 & August, 21, 1981). In October 1981 the 
Reserve Bank made known its intention to raise the 
ratio by a further 1% to 8%, to be achieved in four 
phases, effective from November 27 and spread 
over three months from that date. While the first 
three stages of increase of 0.25% each become 
operative on schedule the last phase was initially 
postponed to April 30, 1982 but later, on a review 
of difficult resources position of banks, the ratio 
was lowered to 7.25% from 7.75% from April 9, 
1982. The CRR was further reduced to 7% from 
June 11, 1982 with a view to improving the 
liquidity of the banking system to support increase 
in production.
6
 
 The year 1983-84 began with an excess of 
liquidity in the banking system and liquidity 
continued to increase with a rapid growth in 
primary money which in turn led to rapid growth of 
deposits with schedule commercial banks. The RBI 
raised the CRR in successive steps from 7% with 
effect May 27, 1983 to 8.5% with effect from 
August 27, 1983. With effect from November 12, 
1983 scheduled commercial banks were also 
required to maintain an incremental CRR of 10% 
of the increase in demand and time liabilities. The 
CRR was further raised from 8.5% to 9% with 
effect from February 4, 1984. In view of the high 
growth of liquidity and build up of inflationary 
pressures in 1983-84, it was considered equally 
important to bring about a declaration in the growth 
stock and regulate liquidity in such a manner that 
inflationary expectations were kept in check. To 
ensure that banks did not face any resource 
constraint as the year progressed and could plan 
their resource allocation in a smooth manner before 
the onset of the busy season, it was decided that 
one-fifth of the additional cash balance maintained 
under the 10% incremental CRR as on October 31, 
1980 would be released in two equal installments 
on September 29, 1984 and October 27, 1984. At 
the beginning of September 1984, the credit and 
monetary situation was reviewed and it was found 
that with the substantial growth in deposits, the 
banks would be able to meet the credit 
requirements of the system out of their own 
resources despite the higher SLR. Considering the 
comfortable liquidity position and the price 
situation, it was decided to postpone by one month 
the release of incremental CRR as stipulated in the 
1984 slack season policy statement. The releases of 
these balances in two equal installments was 
rescheduled for October 27, 1984 and December 1, 
1984. For the purpose of improvement in liquidity 
position of banks, it was decided to release one- 
third of liquidity balances under incremental CRR 
from December 1985. In order to supplement the 
efforts of banks to meet fully the busy season spurt 
in credit requirements from their own resources, it 
was decided by RBI in October 1986 to release in 
two equal installments a sum of Rs. 486 crores 
being one-half of the remaining cash balances 
impounded earlier under the additional CRR of 
10% of incremental net demand and time liabilities 
between Jan. 14, 1977 and October 31, 1980. 
Accordingly the first installment was released on 
November 22, 1986. Considering the surge in 
deposits and the comfortable liquidity position of 
banks, RBI has postponed the release of the second 
installment from January 31, 1987 to March 14, 
1987. 
 Following the advent of drought and as 
part of the overall strategy of aggregate demand 
management, the CRR on bank’s net demand and 
time liabilities, excluding Foreign Currency Non-
Resident (FCNR). Accounts and Non- Resident 
External (NRE) Rupee Account had been raised to 
9.5% from February 28, 1987. Moreover, the 
decision for release of the second installment of 
impounded cash balance of scheduled commercial 
banks through incremental CRR was rescinded in 
March 1987. The CRR applicable on FCNR 
deposits liabilities was also raised from 3% to 9.5% 
effective from May 23, 1987. The busy season 
credit policy for 1987-88 stressed the need for 
preventing excessive monetary expansion and for 
containing inflationary pressures, while at the same 
time fully meeting the credit requirements of 
agriculture, industry and exports. To achieve the 
former, the CRR was raised from 9.5% to 10% 
with effect from October 24, 1987. The CRR in 
respect of NRE and FCNR Accounts, was however 
unchanged. Banks which attain an overall CRR of 
15% (including the incremental CRR) are by law, 
not required to maintain a higher ratio.  
 In the financial year 1988-89 the monetary 
authorities had adopted a continuous stance aimed 
at providing adequate credit for the strong recovery 
in agriculture and other sectors, while containing 
overall growth of liquidity to below the average 
growth rate of 17% recorded in the last three years. 
To help to meet this credit expansion, RBI released 
the entire amount of Rs. 744 Cr of the remaining 
cash balances impounded under incremental CRR 
during January 14, 1977 to October 31, 1980, on 
April 23, 1988. At the same time, in order to 
partially neutralize the return flow of food credit, 
the scheduled commercial banks were required to 
maintain a higher CRR of 10.5% as against 10% 
earlier with effect from the fortnight beginning July 
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30, 1988. With a lower than expected Rabi 1988. 
food procurement in Rabi 1988 and a faster return 
flow of food credit, there was a growth of liquidity 
and hence the increase in the CRR to 11% was 
made effective from July 30, 1988. The CRR on 
FCNR deposit liability was also enhanced from 
9.5% to 10% with effect from July 30, 1988. In the 
year 1989-90 the basic thrust of the monetary 
policy continued to be on the controlled expansion 
of money and credit so that production activities in 
the economy would get adequate credit support 
while the liquidity growth in the system is 
moderated to maintain a uniform CRR of 15% on 
their entire net demand and time liabilities 
including FCNR and NRE Accounts, with effects 
from the fortnight beginning July 1, 1989. Most 
banks were already operating on an effective CRR 
of 15%. 
Table – 2 
CRR in Pre-reform Period 
Period  Rate (%) 
31-07-1981 6.50 
21-08-1981 7.00 
27-11-1981 7.75 
25-12-1981 7.50 
29-01-1982 7.75 
09-04-1982 7.25 
11-06-1982 7.00 
27-05-1983 7.50 
29-07-1983 8.00@ 
27-08-1983 8.50 
04-02-1984 9.00@ 
26-10-1985 9.00@ 
22-11-1986 9.00@ 
28-02-1987 9.50@ 
24-10-1987 10.00@ 
02-07-1988 10.50@ 
30-07-1988 11.00@ 
01-07-1989 15.00@ 
04-05-1991 15.00@ 
@ excluding additional reserve requirements or 
release/ exemption of CRR on incremental NDTL. 
Source: GOI, Economic Survey, Various years: 
Annual Report of RBI (2007-08) 
 The monetary policy adopted by the RBI 
during 1990-91 and also in the first quarter of 
1991-92 had the basic thrust on controlled 
expansion of money and credit. It sought to achieve 
the twin objectives of meeting in full the genuine 
credit needs of the production and trade sectors and 
moderating at the same time the liquidity growth in 
the system and preventing the speculative use of 
bank advances so as to contain inflationary 
pressures in the economy. It had also tried to 
promote growth, diversification and better health of 
the financial sector by bringing about institutional 
and structural changes and introducing new 
instruments and revamping the old ones. The 
incremental cash reserve ratio (CRR) was 
reintroduced for the scheduled commercial banks 
over and above the usual CRR of 15% with effect 
from May 4, 1991 the Scheduled Commercial 
Banks are required to maintain on ICRR of 10% on 
their increase in net demand and time liabilities 
over the level reached on May 3, 1991. The effect 
of this stipulation will vary from bank to bank 
depending upon a particular bank’s rate of growth 
of such liabilities. A rate of interest of 8% will be 
paid on these additional cash balances maintained 
under the ICRR.
7 
Statutory Liquidity Ratio (SLR)  
 SLR is a supplementary of the CRR. 
Under the Banking Regulation Act, 1949, the 
commercial banks were required to keep 20% of 
their net demand and time (NDTL) deposits with 
them in the form of liquidity ratio. Excess reserves, 
current account balances of the commercial banks 
with the RBI and other banks, gold and 
unencumbered approved securities are included in 
this liquidity ratio. But whenever the RBI raised the 
CRR, the commercial banks would make this 
unsuccessful by increasing their liquidity power 
through the sale of government securities. In order 
to overcome this weakness, the SLR was raised to 
25% by the banking Amendment Act of 1962. But 
the cash reserves kept with the RBI were not 
included in this ratio. In order to contain the 
liquidity growth in the banking system and 
consequent monetary expansion, the SLR was 
raised to 30% in November 1972. Since then it had 
been revised upward regularly. In view of the 
persistent inflationary pressures, the SLR was 
raised from 34% to 34.5% from September 25, 
1981 and to 35% from October 30, 1981.
8 
 The credit policy announced on October 
25, 1982 for the 1982-83 busy season was designed 
to promote savings, assist in fuller utilization of 
existing capacities and have a positive impact on 
production and export sectors, with requisite credit 
discipline in the context of potential inflationary 
pressures, the SLR had been unchanged.  
 In the slack reason policy announcement 
of 30
th
 April , 1984, the SLR was raised from 35% 
to 36% in two phases, namely 35.5% with effect 
from July 28, 1984 and 36% with effect from 
September 1, 1984. This was done partly to curtain 
the excess liquidity in the banking system and 
partly for providing resources for vital public sector 
investments without excessive supply of reserve 
money. 
 Under the pattern of Seventh FYP, for the 
purpose of resource allocation to important public 
sector investments without creating more reserve 
money, the SLR was raised from 36% to 37% in 
two phases i.e., 36.5% from June 8, 1985 and 37% 
from July 6, 1985. The SLR on Non- Resident 
(External) Accounts, lowered from 37% to 25% 
from October 26, 1985. 
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Table – 3 
SLR in Pre-reform Period 
Period Rate 
(%) 
30-10-1981 35.00 
28-07-1984 35.00 
01-09-1984 36.00 
08-06-1985 36.50 
06-07-1985 37.00 
25-04-1987 37.50 
02-01-1988 38.00 
22-09-1990 38.50 
Source : http://www.rbi.org.in. 
 In the wake of rapid growth of overall 
liquidity at an annual average rate of 18.3% in 
1983-84 and 1984-85 and the associated increase in 
inflationary pressures, the focus of the monetary 
and credit policy in 1985-86 was on moderating 
this growth to a rate lower than that in the previous 
two years. At the macro-monetary management 
level, the SLR was raised in two phases to 37% 
(from 36%) and the maintenance of SLR on a daily 
basis was made more stain gent by introducing 
penalties for defaults in SLR. In the year 1986-87, 
in the interest of preserving growth with price 
stability, it was felt necessary to aim at containing 
the rate of growth in overall liquidity (M3) to a 
level below the average for the previous three 
years. Consistent with this objective an important 
element of macro-monetary management in this 
year continued the strict enforcement of SLR 
maintenance by banks. Unlike in 1985-86, no 
change was effected in SLR but the concession of a 
band of waiver of 4% of the amount of SLR 
required to be maintained was gradually reduced by 
one percentage paint each effective July 19. August 
16 and September 13, and was eventually 
extinguished effective October 11, 1986. Further 
effective from October 11, 1986, the earlier 
concession of not imposing the 3 percentage points 
additional interest charge on refinance from RBI 
equivalent to SLR default was withdrawn.  
 The notes of caution against the growth of 
excessive liquidity was struck at the beginning of 
the year 1987-88, when the SLR was raised from 
37% to 37.5%, effective from April 25, 1987. The 
upward revision in SLR was aimed at providing 
resources for public sector investment without 
excessive creation of reserve money. In order to 
contain the liquidity growth in the banking system 
and consequent monetary expansion, the SLR was 
revised again from 37.5% to 38% with effect from 
January 2, 1988. 
 The basic thrust of the credit policy during 
1989-90 remained on providing necessary support 
to production and trade while ensuring restraint on 
excess liquidity growth and consequent inflationary 
pressures. In this period the SLR was left 
unchanged at 38%. 
 During 1990-91 particularly towards its 
end RBI had to initiate specific and substantive 
credit policy measures to restrict bank finance for 
imports balance of payments situation deteriorated 
leading to massive drawn of foreign exchange 
reserves. With the primary objective of moderating 
the pace of reserve money creation and monetary 
expansion, effective from the fortnight beginning 
September 22, 1990, the SLR was raised to 38.5% 
from 38% and the SLR on FCNR and NRE 
accounts was also raised from 25% to 30% 
effective from the fortnight beginning July 28, 
1990. It was estimated that this upward revision of 
SLR will mean additional Rs. 1800 crores of SLR 
requirement equivalent to about one percentage 
paint of net demand and time liabilities for the 
banking system as a whole.
9 
Open Market Operations (OMOs)  
 The RBI began open market operations 
(OMOs) soon after its establishment. On the whole 
the legal and institutional setting of OMOs in our 
country was favourable. The RBI was empowered 
to buy government securities of any amount and 
maturity. It is also authorised to purchase and sell 
securities of the central or state governments, of 
any maturity and such securities of local authorities 
as may be specified by the Central Government on 
the recommendations of the Central Board of the 
Bank. Section 17(b) of the Reserve Bank Act lays 
down that securities fully guaranteed in respect of 
principal and interest by Government are deemed 
to be securities of such government or authority, 
which the RBI was empowered to purchase. 
Further section 17(2)(a) authorizes the Bank to 
purchase and sell short-term commercial bills.  
 The RBI’s OMOs have largely been 
conducted in Central Government securities. Its 
investment portfolio possesses enough securities 
for conduction such operations. During the early 
years of its inception (say upto 1939) the Bank’s 
investment portfolio of Government securities was 
small. But in post-second World War period there 
had been an enormous growth of public debt and 
the variety and volume of its investment portfolio 
has increased sizably. The emergence of economic 
planning since 1951 has accentuated the process in 
as much as government had to borrow large funds 
for raising adequate resources for developmental 
planning.  
 In general, OMOs have been used in India 
more to assist the government in its borrowing 
operations and to maintain orderly conditions in the 
government securities market than for influencing 
the availability and cost of credit. The objective of 
what is called grooming the market such as 
acquiring securities nearing maturity to facilitate 
redemption and to make available on top a variety 
of loan to broaden the gilt-edged market, has been 
more prominent in the conduction of OMOs in 
India. Nevertheless, the Bank’s OMOs have been 
generally in line with its monetary policy, as the 
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government’s loan operations themselves are so 
arranged as to be in harmony, as far as possible 
with the general stability of the money and capital 
markets.  
The OMOs of RBI have been related to 
mainly, buying and selling of government 
securities. Since 1951 banks used to hold unlimited 
cash from selling of govt. securities to RBI and 
expanded credit. But the 1950s were years of 
substantial price fluctuations in India. The outbreak 
of the Korean war in June 1950 sparked off 
inflation world-wide and India was no exception. 
There was a clear sign that bank credit was being 
used to finance speculative stock holding the 
balance of payments deficit, widening since the 
second quarter of 1951, was another worrying 
factor. Further with the arrival of the busy season, 
the demand for credit remained strong and banks 
sough to augment resources by reducing their 
holdings of gilt-edged securities. The policy of 
supporting the latter’s prices through appropriate 
intervention was essential ingredient of the cheap 
money policy adopted for many years.  
 The Reserve Bank believed, on the whole, 
that its support to the gilt-edged market had been 
discriminating and qualified. But it led, in the 
words of P.S. Narayan Prasad who was the Bank’s 
Economic Advisor at the time, to an ‘exchange’ of 
‘liquid money for securities’, ‘provided a basis for 
expansion of credit by commercial banks; and 
caused the monetization of the public debt. 
Inflation could not be tackled, Prasad argued in 
October 1951 that unless the net additions to 
money supply arising from the Reserve Bank’s 
support of the securities market and the structure of 
yield rates which calls for such support’ were 
eliminated. But a rise in the yield on government 
securities unaccompanied by a rise in the bank rate 
might lead to banks expanding credit by borrowing 
from the Reserve Bank. Therefore, it was necessary 
to apply restraint at both point’s. 
 On 15 November 1951, the Bank put its 
lending rate to 3.5%. At the same time it also 
decided, save in exceptional cases, to discontinue 
purchase of government securities from scheduled 
banks during the rest of the busy season. The 
decision to refrain from buying government 
securities was a major departure from past practice, 
since for the moment at least, Reserve Bank’s 
policy was not dominated by the need to protect the 
market for govt. borrowing to the exclusion or 
neglect of other objectives. The persistence of 
inflationary expectations in India and the lifting of 
some war time import controls boosted the demand 
for credit to finance stock holding and imports. 
Although the option of borrowing against the 
government paper was always open to them, 
increasingly commercial banks preferred to 
augment their liquid resources by selling govt. 
securities. The Bank viewed this trend with 
growing disapproval since it led to monetizing the 
public dept and involuntary additions to base 
money in the midst of inflationary pressure.  
 The Bank’s new open- market policy 
undoubtedly gave teeth to the bank rate. With the 
closing of the purchase window, the Reserve 
Bank’s advanced to commercial banks against 
government securities spurted from Rs. 20 crore in 
1949-50 and Rs. 46 crores in 1950-51, to Rs. 167 
crores in 1951-52, but the Bank was not inclined to 
worry. The increase was only to be expected. 
Besides, the RBI judged that this mechanism was 
more like than the one it had displaced to promote 
a reverse flow of funds during the slack season. On 
the event, seasonal advanced to SCBs outstanding 
at the end of June 1952 amounted to only about Rs. 
1.68 crores.
10
 
 Move, immediately, however, the new 
policy on open market operations depressed prices 
in the gilt-edged market. The trend in the latter 
market had been downward for almost a year, with 
the Bank supporting 3% long dated paper since 
December 1950.  
 In the period 1953-56 OMOs represented 
the only active component of monetary policy, with 
the RBI effecting net sales of securities (of about 
one crore) in 1952-53 for the first time since World 
War II. The next three years were also marked by 
net sales of government securities of about Rs. 22 
crores in 1953-54, Rs. 28 crores in 1954-55, and 
Rs. 16 crores in 1955-56.  
 The RBI adopted the policy of purchasing 
govt. securities for the purpose of removing the 
deficiency of money in the market, time to time. 
This policy could not remained more than one year 
and from 1957 the Bank started selling securities 
large scale. In 1960 the RBI had purchased a lot of 
securities. After 1962 the objective of RBI was to 
control inflation and for the purpose, the Bank used 
to sale the govt. securities. Inspite of direct sale and 
buy of securities, time to time, the RBI used to sell 
the securities of a category and buy another 
category or securities to maintain balance in its 
investments and to fulfill the financial requirements 
of investors. This process is called switch 
operations. 
 The Indian gilt-edged market was narrow. 
A sizeable proportion of the public debt was held 
by a few large institutions and the volume of 
transactions in the securities market for the purpose 
of varying their portfolios was limited. The bulk of 
the government securities were held by government 
owned institutions and the scheduled commercial 
banks. In order to fulfill the conditions of SLR 
imposed upon them, the scheduled banks make 
investments in government securities. At the end of 
June 1980, the investment of SCBs in government 
securities amounted to Rs. 8462 crore representing 
more than 25% of their aggregate deposits. While 
commercial bank can buy securities freely when 
these have surplus funds, the prescription of a SLR 
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sets a limit of their ability to sell government 
securities. The LIC of India and Provident Funds 
come to the market as investor and to some extent 
for switch operations from short- dated to long-
dated securities. There were, however, no 
continuous buying and selling of securities that are 
so essential for an active market. The high cost of 
borrowing compared to the yield on government 
securities has inhibited the growth of dealers in 
gilt-edged market in India. The narrow market 
precludes large-scale operations by the Reserve 
Bank since they would unduly disturb security 
prices. Due to all these limitations the OMO in 
India have not assumed the role of a full pledged 
instruments of credit policy although these have 
been adopted as a part of an overall credit central 
policy along with reinforcing measures.
11 
 The OMOs are in practice since 1951, but 
it has not been more effective as a tool of credit 
control. OMOs affects only banks because Indian 
money market was unorganized. The power of RBI 
was also limited because it can sell and buy only 
some special type of securities. Due to the problem 
of scarcity of resources for development, the Bank 
used the OMOs in a single direction i.e. for the sale 
of securities.  
 The objective of Bill-Market scheme, 
started in 1951-52, was to promote the use of Bills 
and to increase the quantity of credit as per 
requirement of trade and industry in the country 
and thus to create the flexibility in money market. 
But this scheme has been success to limited extent 
in achieving its objective.  
Table : - 4 
OMOs of the RBI in Pre-reform Period 
Year Net Purchase (+) or 
Sales (-) Rs.  
(in crore) 
Year Net Purchase (+) or 
Sales (-) Rs.  
(in crores) 
1951-52 +11.82 1960-61 -6.52 
1952-53 -1.20 1961-62 +0.81 
1953-54 -22.14 1962-63 -11.00 
1954-55 -22.00 1963-64 -44.70 
1955-56 -15.95 1964-65 -98.60 
1956-57 +19.17 1965-66 -18.80 
1957-58 -65.22 1966-67 -44.40 
1956-59 -88.95 1967-68 -38.20 
1959-60 -60.33 1968-69 -53.40 
  1988-89 -136.50 
Source : Various issues of RBI’s Report on Currency and Finance. 
Interest Rate Policy  
 Interest rates play a very important role in 
the mobilization of savings as also in the allocation 
of investible resources to different sectors of the 
economy in according with the socio-economic 
priorities.
12
 Interest rate adjustment is a flexible and 
potent tool of credit policy. It reinforces restrictive/ 
liberal impact of credit policy. Interest rate policy 
is not only an important plank of the monetary and 
credit policy but it is also an important tool of 
economic management. The interest rate 
instruments help the monetary authority and 
development planners to influence not only the 
volume and the rate of savings and investment but 
also directions of credit flows and investment to 
attain desired objectives of economic growth with 
price stability. Though interest rates in India were 
to a large extent administered in pre-reform period, 
they have been revised from time to time in the 
context of emerging trends and needs. In order to 
supplement the bank rate policy, the RBI has been 
following the policy of changing the interest rate 
structure for different sectors of the economy in the 
light of the evolving economic trends. Interest rate 
changes often signal change in the complexion and 
thrust of monetary policy.  
 Simultaneously with the presentation of 
the Union Budget, 1981-82, significant changes 
were made in interest rates in order to rationalize 
interest rates structure. The interest rates on bank 
deposits, last revised on September 13, 1979, were 
adjusted upward on March 2, 1981 with a view to 
promoting savings. The maximum rate was 
retained at 10% but the period of maturity was 
reduced from five years to three years. Interest 
rates were increased from 7% to 7.5% on deposits 
of maturity of one year and above but less than two 
years, and to 8.5% for deposits of two years and 
above but less than three years. Smaller scheduled 
commercial banks and regional rural banks were 
given the discretion to offer 0.25% to 0.50% higher 
interest on deposits of maturities upto three years 
and on saving deposits. Co-operative banks were 
given the discretion of paying additional interest in 
respect of both term and saving deposits, the 
addition ranging from 0.25% in the case of State 
Co-operative Banks to 1% in the case of Primary 
Co-operative Societies. Moreover, these banks 
could also play additional interest over the 
maximum rate of 10% applicable to other banks.  
 Along with the restructuring of interest 
rates payable on deposits, the lending rates of 
commercial banks were also rationalized. This was 
aimed at reducing the existing number of specified 
rates, introduce better gradation in the interest rates 
charged to various categories of borrowers in the 
Indian Monetary Policy in Pre-reform Era  
 
Asian Journal of Multidisciplinary Studies, 4(11) October, 2016 218 
priority sector and ensure uniformity in maximum 
lending rate charged by larger and smaller 
commercial banks. It was also intended to restrain 
the growth of credit throw on increase in average 
interest rates.  
 An important feature of the new lending 
rates structure was the introduction on four slabs of 
lending rates for four different categories of 
agencies dealing with procurement and distribution 
of commodities. These four slabs were (i) 12.5 
percent applicable to advances to agencies like FCI 
for procurement of food grains under the full price 
support scheme; (ii) 15 percent applicable to 
advances to central and state Government agencies 
engaged in procurement/ distribution of specified 
essential consumer commodities viz. pulses, edible 
oils, kerosene, salt and sugar; (iii) 17.5 percent 
applicable to advances to central and state 
Government agencies dealing with the procurement 
and distribution of essential consumer commodities 
other than those specified in (i) and (ii) above and 
also engaged in procurement of cash crops like jute 
as well as in procurement and distribution of 
fertilizers, pesticides and seeds and (iv) 14.5 
percent chargeable on advances to Central and 
State Government agencies engaged in the 
procurement/ distribution of commodities for sale 
on a commercial basis. Alongside, the lending rates 
of regional rural banks and co-operative banks 
were also suitably changed in order to align these 
rates with the lending rates of commercial banks.
13
 
 In the credit policy announced on October 
25, 1982, structure of lending rates was kept 
unchanged. However, while the general deposit 
rates structure was left unaltered, a new category of 
term deposits of five years and above with a rate of 
interest of 11.0 percent was introduced with effect 
from October 26, 1982.
14
 
 Credit policy in 1983-84 was designed to 
prevent the growth of excess liquidity in the 
banking system while providing ample room for 
expansion of credit needed for production together 
with a selective stimulus to some sectors facing 
demand constraint. At the start of the financial year 
an attempt was made to stimulate output by 
effecting a downward adjustment in the structure of 
lending rates of scheduled commercial banks. With 
effect from April 1, 1983, the maximum lending 
rate was brought down from 19.5 percent to 18.0 
percent. Lending rates in the highest bracket which 
had increased by as much as 4.5 percentage points 
since September, 1979, were subjected to a 
somewhat larger reduction than the rates for other 
categories which already had a significant 
concessional element. Interest rates on short-term 
loans in respect of agriculture, small scale industry, 
experts and state level corporations assisting 
artisans, village and cottage industries and State 
Sponsored Scheduled Castes/ Scheduled Tribes 
Development Corporations were reduced, the 
reduction ranging from 0.25 percentage point to 1.0 
percentage point.  
 In the slack as well as in the busy season 
policies announced this year, a few changes have 
been affected to provide a more purposeful thrust 
to the objectives of the Revised 20 Point 
Programme. While the basic structure of lending 
rates which came into force on April 1, 1983, has 
not been altered, some adjustments have been made 
to strengthen the redistributive effect of credit 
policy. These include reduction in interest on 
advances for fertilizer retail trade, procurement of 
pulses and oilseeds, farmers, professionals and self 
employed belonging to SC/ST and professional and 
self employed women.
15
 
 In the year 1983-84 the deposit rates were 
unchanged.  
 In the year 1984-85 the structure of 
lending rates and deposit rates were unchanged at 
the level of previous year.  
 Against the background of a rapid 
expansion in M3 during 1984-85 there was a need 
to moderate the growth of liquidity and the pace of 
reserve money creation. Therefore, certain changes 
were made in the credit policy for 1985-86 keeping 
in view the emerging economic situation and the 
basic objective of providing financial resources for 
meeting genuine productive requirements without 
creating inflationary conditions. From April 1, 
1985, the maximum lending rate was reduced from 
18 percent to 17.5 percent following the abolition 
of tax on interest income of banks. This downward 
adjustment was intended to provide relief to a wide 
spectrum of borrowers, including medium and 
large industry borrowers, small scale industry 
borrowers above Rs. 25 lakhs, public sector 
agencies entrusted with purchase and sale of 
commodities on commercial basis, and retail 
borrowers above Rs. 25,000. The lending rate for 
categories which already had a significant 
concessional element remained unaltered. The 
lending rate on pre-shipment credit for specified 
medium and heavy engineering goods, construction 
contracts and consultancy services was also 
reduced from 14.5 percent to 14 percent with effect 
from April 1, 1985. 
 With effect from April 8, 1985 scheduled 
commercial banks were given the freedom to fix 
interest rates on deposits of maturities of less than 
one year within the prescribed ceiling of 8 percent. 
It was an innovative move and the expectation was 
that with reasonable rates of interest on such 
maturities, banks would be able to mobilis hitherto 
untapped resources and thereby widen their deposit 
base. A suitable increase in interest rates for shorter 
maturities was also expected to achieve a better 
distribution of term- deposits instead of the present 
highly skewed distribution with concentration 
around longer maturities at relatively higher costs. 
The fix deposit rates prescribed for nine maturity 
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periods were reduced to five and the deposit rate 
for one year and above but less than two years was 
raised from eight percent to 8.5 percent. The 
deposit rates for other maturities remained 
unchanged. The above changes, however, did not 
lead to desired results. Banks started offering the 
maximum rate of 8 percent even for maturities of 
15 days, as a consequence of which, there was a 
shift of deposits from current and saving accounts 
to 15 days deposits. In view of these developments, 
with effect from May 27, 1985 the rate for 
maturities upto 90 days was restored to the level 
prevailing prior to April 8, 1985. The rate for 
maturities of 91 days to less than six months was 
fixed at 6.5 percent, and for six months to less than 
one year at 8 percent.
16
 
 The regime of differential interest rate 
structure with respect to different sectors, 
commodities and users continued during the year. 
The maximum rate of interest remained unchanged 
at 17.5% per annumin 1986-87. This rate however 
does not indicate the actual cost of money to the 
economy as it was applicable mainly to borrowers 
in large and medium sectors who accounted for a 
little over one third of the total outstanding gross 
bank credit as at the end of September, 1986. 
Borrowers under priority sectors, anti-poverty 
programmes, food procurement, export, etc., were 
charged lower rates of interest. The borrower under 
priority sectors accounted for a little over 40% of 
the outstanding gross bank credit and the interest 
rates charged to them varied from 4% to 16.5%. 
Export credit likewise accounted for about 5% of 
the total outstanding gras bank credit and rates of 
interest for this sector varies from 8.65% to 16.5%. 
Food procurement which accounted for about 10% 
of the total outstanding gross bank credit enjoyed a 
lower rate of interest of 14%. Thus contrary to the 
common belief, the average rate of interest in India 
was not high, as about two third of lending by 
banks were at lower interest rates. At the time the 
weighted average lending rate of scheduled 
commercial bank worked out to about 11% per 
annum.
17
 
While reviewing the level and structure of 
interest rates, the Chakravarty Committee had 
emphasized that in the present stage of 
development of the Indian money and capital 
markets, a fair degree of regulation of interest rates 
was required for an orderly mobilization of 
financial saving for purposes of economic 
development as also for the viability of the 
operation of the bank. Even so, the committee felt 
the need for modification in the “administered” 
interest rate system to that the Government as a 
major borrower can raise substantial resources for 
plan investment in schemes/ projects of rural 
development and infrastructural facilities with long 
gestation periods and the banks can also mobilize 
adequate financial savings from small savers, in 
particular, by offering them attractive real return on 
their deposits.  
It may be recalled that in 1986-87 the 
interest rate structure was left untouched, except 
that in keeping with falling interest rates abroad, 
interest rates on Foreign Currency Non- Resident 
(FCNR) Accounts were reduced and that in order 
to promote exports, interest rates on both export 
credit and export refinance were revised 
downwards. In the current year, however, changes 
were made, effective from April 1, 1987 in the 
structure of interest rates with a view to reducing 
the cost of money and imparting flexibility to 
interest rate policy. The reduction in lending rates 
provided relief to many categories of borrowers for 
whom the interest rates had been raised sharply 
earlier. All lending rates of scheduled commercial 
banks prescribed at levels above 15 per cent were 
reduced by 1 percentage point, which will benefit 
agriculture, certain public sector procurement 
agencies and industry, including small industry. 
The maximum deposit rate was reduced from 11 
per cent to 10 per cent and this was made 
applicable to deposits with a maturity of two years 
and above. Interest rate on deposits of one year and 
above but less than 2 years was consequently 
adjusted and raised from 8.5 per cent to 9.0 per 
cent. Thus, the shortening of the maturity structure 
should facilitate easier adjustment of bank interest 
rates in response to changing circumstances. 
Earlier, substantial deposits were fixed for three 
and five year terms, which introduced an element 
of rigidity in the structure of lending and deposit 
rates.  
Changes were also made in the interest 
rates applicable to other financial instruments. The 
maximum interest rate payable on issues of 
convertible and non-convertible debentures, 
company deposits, and public sector bonds as well 
as the interest rates on National Savings 
Certificates were reduced by one percentage point. 
The maturity period of Indira Vikas Patra was 
extended to 5½ years from 5 years, implying 
thereby a reduction in yield from 14.9 per cent to 
13.4 per cent per annum. In the case of Post Office 
Time Deposits, the reduction from 11.5 per cent 
11.0 per cent, was effected only in the case of five 
year deposits.  
As regards FCNR Accounts, in line with 
the interest rate changes abroad the Reserve Bank 
effected changes from time to time on April 7, May 
25, October 12, November 30, 1987 and again on 
February 8, 1988. The interest rates on those 
deposits are kept at levels attractive for Non- 
Resident Indians to place deposits under the 
scheme. The interest on Non- Resident (External) 
Rupee (NRE) Accounts was revised only in respect 
of the maturity of 6 months and above but less than 
one year on October 12, 1987.
18 
Effective March 1, 1988, a reduction was 
made in the lending rates by 1 to 2.5 percentage 
points on short-term agricultural loans (upto Rs. 
15000) to farmers. Interest rates on loan exceeding 
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Rs. 15000 were, however, left unaltered. These 
reductions in interest rates benefited a very large 
number of farmers who were hit the hardest by the 
drought of 1987-88. The target for direct finance to 
agriculture by scheduled commercial banks were 
raised from 16 to 17 per cent of the total bank 
advances.  
Another significant development was the 
replacement of a ceiling rate on bank advances by 
the RBI. Thus banks were granted greater freedom 
and flexibility in fixing interest rates, in line with 
the recommendations of the Committee on the 
Review of the Working of Monetary System. The 
ceiling rate of 16.5 per cent was replaced by a floor 
rate of 16 per cent effective from October 10, 1988. 
Banks were however advised by the RBI to use the 
discretion to change differential rates judiciously. 
Though banks were expected to vary lending rates 
so as to ensure that the range of interest rates 
charged remained within reasonable limits.  
It may be added that in the case of retail 
trade advances of over Rs. 25000 and upto Rs. 1 
lakh the earlier range of interest rates from 15-16.5 
per cent has also been reduced to a range of 15-16 
per cent. Similarly interest rate on advances to 
Central and State Government agencies entrusted 
with procurement and distribution of commodities 
for sale on a commercial basis was brought down 
from 16.5 per cent to 16 per cent.  
On the deposit side the rate of interest on 
deposits of scheduled commercial banks for 91 
days and above but less than six months was raised 
from 6.5 per cent to 8 percent with effect from 
April 1, 1988 (excluding NRE/FCNR accounts), in 
order to yield better return on the deployment of 
short term surplus funds. Interest rates on other 
deposits of banks, company deposits, and various 
postal saving schemes were left unaltered.  
As regards the Foreign Currency (Non-
Resident) Accounts, two more currencies, viz., 
Deutsche Mark and Japanese Yen, have been added 
to the scheme with effect from August 1, 1988 and 
non-resident Indians are now permitted to maintain 
deposits in four currencies, viz., Pound Sterling, 
US Dollar, Deutsche Mark and Japanese Yen. As 
such, a separate interest rate structure is prescribed 
for fixed deposits in each of these four currencies 
and the rates are changed keeping in view the 
corresponding interest rates prevailing for these 
currencies in overseas markets. The interest rates 
have been revised on six occasions between August 
1, 1988 and January 30, 1989.
19 
In the financial year 1989-90 step in this 
direction of adding flexibility to the administered 
structure of lending rates was taken when Reserve 
Bank decided under its busy season credit policy 
announced on October 9, 1989 to specify a floor 
rate of 15 per cent for term loans to road transport 
operators with three or more vehicles and other 
term loans which the banks used to grant at a fixed 
rate of 15 per cent effective from October 11, 1989. 
It was expected that flexible interest rate on term 
loans by banks would promote efficiency in the 
used of such loans. Banks were also advised to use 
this discretion to charge varying rates of interest on 
term judiciously to ensure that interest rates 
charged remained within reasonable limits. 
However, the interest rates on such term loans 
which carried less than 15 per cent interest rate like 
term loans to agriculture, special programme, self- 
employed SC/ST persons etc. were left unaltered.  
Similar floor rate of 16 per cent came to 
be prescribed also in the case of housing loans 
exceeding Rs. 3 lakhs with the withdrawal of the 
earlier ceiling of Rs. 3 lakhs on housing loans to 
individuals by commercial banks. It was felt that 
while the present thrust on financing smaller 
houses should continue there might be some 
genuine cases for the grant of housing loans 
exceeding Rs. 3 lakhs to individuals which the 
banks could accept but with a freedom to charge 
higher interest rates. It may be noted that earlier 
banks were to provide term loans for housing over 
Rs. 1 lakh to Rs. 3 lakh and charge an interest rate 
in the range of 14.5 to 16 per cent. These rates and 
the rates of interest on smaller housing loans 
including 4 percent interest rate on housing loans 
for Sheduled Castes and Tribes upto and inclusive 
of Rs. 5,000 were left unaltered. Among the other 
lending rate on farm loans and on post and per-
shipment export credit were revised downwards in 
a bid to give a boost to agricultural production and 
to encourage export trade. Interest rate on farm 
loans over Rs. 15,000 to Rs. 25,000 was reduced to 
12 per cent from the range of 12.5-15 per cent, 
while the interest rate range of 14-15.5 percent on 
short-term farm loans exceeding Rs. 25,000 was 
left altered.  
As regards export credit, the interest rate 
on pre-shipment export credit upto 180 days was 
reduced to 7.5 per cent from 9.5 per cent with 
effect from March 1, 1989 and that on such credit 
from 180 days to 270 days was reduced from 11.5 
per cent to 9.5 per cent. Correspondingly the 
interest rate on post-shipment export credit was 
reduced to 8.65 per cent from 9.5 per cent effective 
March 1, 1989.  
Yet other important development in the 
field of interest rate policy is the removal of 
interest ceiling on money market rates to make 
them flexible and lend transparency to transactions 
in the money market. This ceiling on call money 
market rate was fixed by the Indian Banks 
Association (IBA) so as to prevent excessive 
fluctuations in these rates. Even when RBI 
permitted in October, 1988 the issue of interbank 
participations, it was laid down that such 
participations without risk sharing would be issued 
at an interest rate to be determined between the 
issuing bank and the participating bank subject to 
the ceiling of 12.5 per cent. Simultaneously with 
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the decision to withdraw the 10 per cent ceiling on 
call/ notice money, the ceiling of the 10.5-11.5 per 
cent rate on inter-bank, term money, 12.5 per cent 
on rediscounting of commercial bills and on inter-
bank participations without risk was also 
withdrawn. The new instruments viz., CD and CP 
were allowed to be issued at a freely determined 
discount rate. It may also be added here that this 
liberalization of money market rates of RBI had 
been rpreceded by freeing the operations of the 
Discount of Finance House of India (DFHI) in 
call/notice money market from the interest rate 
ceiling set by IBA. These initiatives are in 
consonance with maturing of Indian money market 
and diversification of instruments and in the 
interest of greater flexibility and transparency.  
As regards interest rates on term deposits 
of the scheduled commercial banks, a number of 
measures were taken in the last two financial years 
to bring short term interest rates on deposits in 
better alignment with other interest rates in the 
system to yield better return on the deployment of 
short term funds and to introduce flexibility in the 
deposit rate structure. In continuation of these 
measures, effective March 28, 1989, the rate of 
interest on term deposits of the scheduled 
commercial banks for 46 to 90 days (excluding 
FCNR & NRE deposits) was raised to 6 per cent 
from 4 per cent and the categ0ory of term deposits 
of 15 days to 45 days enjoying 3 per cent interest 
was abolished, making 46 days the minimum 
maturity of term deposits. The interest rate on the 
deposits of 46 to 90 days (excluding FCNR and 
NRE deposits) was further raised to 8 percent 
effective October 11, 1989, thereby making the 
interest rate same (i.e. 8 per cent) for all term 
deposits from 46 days to less than a year. Interest 
rates on Foreign Currency (Non- Resident) 
Accounts which differ for four different foreign 
currencies viz. Pound Sterling, Dollar, Yen and 
Deutsche Mark were revised several times during 
the year in the light of changes in the interest rate 
on these currencies in the overseas markets. 
Interest rates on postal deposits, debentures, small 
savings schemes were left unaltered excepting that 
in the case of National Savings Certificate (NSC) 
VIth and VIIth issues came to be discontinued in 
the Central Budget for 1989-90 in which it was 
announced that a new series of NSC (VIIIth issue) 
would be marketed with an interest rate of 12 per 
cent which would be eligible for tax concession 
under Sec. 80C but not under 80L.
20 
 The most significant step taken with 
regard to the administered interest rates in 1990-91. 
Reserve Bank of India had rationalized the lending 
rates of the scheduled commercial banks. For a 
long time there prevailed a complex structure of 
lending rates marked by multiplicity of rates. The 
structure of interest rates on bank advances taking 
into account all stipulations had a plethora of 
different rates prescribed for differentiated 
characteristics of loans such as type of loan 
activity, location size, class and efficiency of 
borrowers. Plethora of interest rates often meant 
uncertainty and posed difficulties in administration. 
It, therefore, became necessary to undertake a 
rationalization of the existing structure of interest 
rates on bank advances.  
 Reserve Bank, accordingly ,made a review 
of these rates and introduced a new structure of 
interest rates which links interest rate to the size of 
advance rather than to its purpose with a view to 
both rationalising and simplifying the interest rates 
structure. However, the existing rates have been 
retained for Differential Rate of Interest (DRI) 
Scheme (4 per cent) meant for weaker sections as 
also for export credit which is subject to an entirely 
different regime of lending rates supplemented by 
interest subsidy from the Government.  
 The revised structure of lending rates 
(other than for DRI advances and export credit) for 
the scheduled commercial banks, was introduced 
with effect from September 22, 1990 (and made 
applicable equally to working capital and term 
loans (excluding term loans exceeding Rs. 25,000 
to agriculture, small scale industries and road 
transport operators owing upto two vehicles for 
whom separate rates have been stipulated). The 
commercial interest rate of 16 per cent (minimum) 
was retained but made applicable only to loans 
over Rs. 2 lakhs, while the lowest lending rate has 
been stipulated at 10 per cent for advances upto and 
inclusive of Rs. 7,5000. The new rate structure 
would mean that public sector food procurement 
agencies will have to pay 16 per cent per annum as 
against 14 per cent charged earlier. The effective 
interest rate for discounting of bills for borrowers 
in the category of 16 per cent (minimum) will be 1 
percentage point lower than lending rate charged to 
borrowers in this category. As such the effective 
interest rate on discounting of bills of exchange for 
such categories of borrowers will be 15 per cent 
(minimum).  
 Subsequently, effective October 10, 1990 
,Scheduled commercial banks were permitted to 
freely determine the rates of interest applicable to 
the following categories of loans : (i) Loans for 
purchase of consumer durables, (ii) Loans to 
individuals against shares and debentures/ bonds; 
and (iii) other non-priority sector personal loans. 
Banks were advised to ensure that while granting 
loans for purchase of consumer durables they 
should insist that a reasonable proportion of the 
cost was met out of the resources of the borrower. 
Again, while granting loans against share/ 
debenture/ bonds, banks were ensure that 
appropriate margins were imposed. Considering the 
needs of the priority sector and exports, it is 
essential that credit to the above three categories of 
borrowers is kept to a moderate proportion of total 
credit.  
 In recent years, a number of saving 
instruments have appeared in the market offering 
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attractive rates of interest and the banks had 
increasingly felt that they were becoming 
uncompetitive in the changing environment. A new 
category of deposits of three years and above was, 
therefore, introduced with effect from October 10, 
1990 at an interest rate of 11 per cent per annum. 
The revised interest rate would apply only to fresh 
deposits and on renewals of maturing deposits. All 
other deposits rates were left unaltered. The new 
category of bank deposits is expected to help the 
banks in their deposit mobilization efforts in the 
competitive financial market and offer a better rate 
on the savings to the bank depositors.  
 In turn with the rationalisation of interest 
rates and maturities of domestic term deposits for 
period under one year initiated in 1988-89 the term 
deposits rates and maturities of Non-Resident 
(External) Rupee (NRE) accounts were also 
rationalised. The maturity range of 15 days to 45 
days for the these accounts was abolished and a 
uniform rate of 8.5 per cent was stipulated on all 
NRE deposits for maturities of 46 days to less than 
a year. The interest rates for NRE deposits of 
longer maturities have remained unchanged.  
 The scheduled commercial banks used to 
receive 10.5 per cent per annum interest rate on all 
of their eligible cash balances held with the 
Reserve Bank. With a view to stemming the 
erosion of the effectiveness of CRR consequent 
upon the increasing interest payments on ‘eligible’ 
CRR balances maintained by bank and at the same 
time to avoid any drastic reduction in such interest 
income to banks, the Reserve Bank replaced the 
flat interest rate by a 2-tier formula with effect 
from the fortnight beginning April 21, 1990. 
Interest is now paid (a) at a rate of 10.5 per cent 
annum on eligible cash balances based net demand 
and time liabilities (DTL) as on March 23, 1990; 
and (b) at rate of 8 per cent on eligible cash 
balances maintained on the increase in demand and 
time liabilities after March 23, 1990.
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Table – 3.5 
Structure of Interest Rates in Pre-reform Period 
 
 
Year  
 
Call/ 
Notice 
Money 
rates  
Commercial Bank Rate (%) 
Deposit Rate Lending Rate 
1 to 3 
years 
3 to 5 
years 
Above 
5 years  
Key lending rates as prescribed by RBI (All 
commercial Banks) 
Ceiling rate 
general 
Minimu
m rate 
general 
Minimum rate 
SCCs 
1 2 3 4 5 6 7 8 
1980-81 7.12  7.5-8.5 10.00 10.00 19.40-1950 13.50 16.70-19.50 
1981-82 8.96 8.0-9.0 10.00 10.00 19.50 -              17.50.19.50 
1982-83 8.78 8.0-9.0 10.00 11.00 19.50 - 17.50-19.50 
1983-84 8.64 8.0-9.0 10.00 11.00 18.00 - 16.50-18.00 
1984-85 9.95 8.0-9.0 10.00 11.00 18.00 - 16.50-18.00 
1985-86 10.00 8.5-9.0 10.00 11.00 17.50 - 16.50-17.50 
1986-87 9.99 8.5-9.0 10.00 11.00 17.50 - 16.50-17.50 
1987-88 9.88 9.0-10.0 10.00 10.00 16.50 - 16.50 
1988-89 9.77 9.0-10.0 10.00 10.00 - 16.00 16.00 
1989-90 10.49 9.0-10.0 10.00 10.00 - 16.00 16.00 
1990-91 15.85 9.0-10.0 10.00 11.00 - 16.00 16.00 
Source : http://www.rbi.org.in. 
Conclusions 
 On the basis of above analysis it is clear 
that monetary policy in pre-reform period  was a 
medium of control over the economy. There was no 
free competition in money market. For the 
effectiveness of monetary control bank rate, CRR 
and SLR were maintained at high levels. Hike in 
these rates was a result of restrictive monetary 
policy adopted by the RBI to check the inflationary 
pressures in the Indian economy.  
Indian Monetary Policy in Pre-reform Era  
 
Asian Journal of Multidisciplinary Studies, 4(11) October, 2016 223 
 The bank rate had remained high in pre-
reform period during 1981-1991 to curb the excess 
liquidity in banking system.  
 After 1981 CRR was not only high but 
there was a tendency of regular increase in it, 
except the year 1982, to control the expansion of 
money and credit.  
There was a regular trend of upward rising 
in SLR in pre-reform period during (1981-91) for 
the purpose of resource allocation to important 
public sector investments without creating more 
reserve money.  
There was a complex structure of lending 
rates consisting concessions and subsidies to 
priority sectors. The deposit and borrowing rates 
were regulated, to keep the overall cost of funds of 
banks and financial institutions at reasonable level.  
Yield on government securities, issued to 
a captive group of investors (like banks, insurance 
companies and provident funds), were fixed at 
lower than market rates.  
The OMOs were in practice since 1951, 
but it had not been more effective as a instrument 
of monetary policy.  
Lack of depth and vibrancy in the money 
market, combined with the absence of government 
securities market, had deprived the use of indirect 
(market based) instruments of monetary policy like 
bank rate and open market operations.   
In brief, the monetary policy in the pre-
reform period could be described, as policy of 
‘controlled expansion in money supply’ so that 
productive activities in the economy would get 
adequate credit support while the liquidity growth 
in the system was moderated to contain inflationary 
pressures. Because it was recognized that if the 
increase in money supply is faster than the increase 
in goods and services, the price is bound to rise 
with a time lag and vice-versa.  
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